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a later date. Commissioner Abemathy not participating. 

I. INTRODUCTION 

1. In this order, pursuant to section 204 of the Communications Act of 1934, as amended 
(Act),' we find just and reasonable the 1993 interstate access tariffs of price cap local exchange carriers 
(LECs) that implemented a sharing or lower formula adjustment in their 1992 Price Cap Indices ( P a s )  
and that applied add-back in computing their 1992 eamings and rates of return and resulting 1993 PCIs? 
We find unjust and unreasonable the 1993 annual access tariffs of price cap LECs that implemented a 
sharing or lower formula adjustment in their 1992 PCls and that failed to apply add-back in computing 
their 1992 earnings and rates of r e m  and resulting 1993 PCIs. We make the same findings for the 1994 
interstate access tariffs of price cap LECs that implemented a sharing or lower formula adjustment in their 
1993 PCIs. Finally, we direct price cap LECs that implemented a sharing or lower formula adjustment 
and failed to apply add-back in computing their 1992 and 1993 earnings and rates of return to make 
certain recalculations and submissions to implement h s  order. 

JI. BACKGROUND 

2. Prior to September 1990, LEC interstate access rates were subject to rate-of-return 
regulation. Under rate-of-return regulation, LECs could charge rates that earned a maximum allowable 

' 41 U.S.C. § 204. 

* Add-back requires price cap LECs, in calculating their current year interstate rates of return, to add back or 
subtract from their current year earnings the amount of any revenue returned to customers due to a sharing 
obligation or gained due to a lower formula adjustment. This rate-of-retum computation detcrmines whether the 
LEC must make a sharing or lower formula adjustment to its PCI for the next tarif€ year. Add-back eliminates the 
effects on the current year's earnings of sharing or low-end adjustments that were required by the prior tariff year's 
earnings. A "tariff year" as used here refers to the one-year period from July 1 to June 30 because interstate access 
tariffs are filed anuually on this schedule. Thus, the 1993 interstate access tariff year runs from July 1,1993, to June 
30,1994, and the 1993 interstate access rates are the rates in effect during this period. 
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return on interstate investment.’ LECs bated any Commission-xdnrd refunds of excess earnings as an 
adjustment to earnings in the period in which the excess earnings occurred, rather than to the period in 
which the refund was actually paid by a reduction in rates.’ Thus, LECs “added-back” the amount of any 
refund for prior excess earnings into the total earnings used to compute the rate of return for the current 
earnings period. A refund thus had the same effect on eamings that it would have had if a L E  had 
written a check for the amount of its excess earnings on the last day of the prior &gs period during 
which the excess earnings o ~ c w c d . ~  

3.  In September 1990, the Commission replaced rate-of-retum regulation for the largest 
LECs with an incentivc-based system of price cap regulation? Under the original price cap plan, the 
ceiling or maximum price a LEC could charge for interstate access serviccs was determined by the PCI, a 
formula which was adjusted annually by a measure of inflation minus a productivity factor, or ”X 
factor.”’ A LEC’s interstate rate ofretum in one year could be the basis for ‘’back stop” adjustments to 
that carrier’s price cap indices and rates in the following year.’ Specifically, thc Commission required 
price cap LECs to “share” a portion of their earnings above a certain level with their interstate access 

’ The maximum allowable rate of return consists of the prescribed rate of return plus four tenths of one percent of 
the p r e s c n i  rate of return. See 47 C.F.R. 5 65.700. 

The Commission adopted a rule that required a LEC caning more rhan the mxinam allowabk rate of mturn on a 
speclfied s c p a t  of its operations during a two-ycar period automatidy to reW the cxcus carningc directly to 
its interstate access customers. AuthorizedRater ofRenirn for the Interstate Service ofAT&T Communicatiow and 
Exchange Curriers, FCC 85-527 (released Sept. 30,1985), 50 Fed. Reg. 41,350 (Oa. 10, 1985), recon. granted m 
parf, FCC 86-1 14 (released March 24,1986), summarized in, 51 Fed. Reg. 11,033 (April 1,1986),furlher rean.  
denied. 2 FCC Rcd 190 (1987), revd inpan, American Telephone & Telegraph CO. v. FCC, 836F.2d 1386@.C. 
ck. 1988XAT&T). The court of APpedS fM the DiSIIiCl O f  &h&k CkCUit inv.lidatcd and d C d  thj, d e  
besaw, bawl on its understanding that the rate of ntum prescriid in 1985 was botb a maximum and a minim 
it reasoned that the absence of a wmspndug ’ mCchmism for rreovny or offael of & e u h g s  could resdt m 
repeated lmder camings that, ova  tinr, wuld put a LEC aut of b u s h s .  AT&r 836 F.2d at 1389,1393. In a 
scparate rulemalrin& the Commiasion adopted a mechanism md Form 492 to account for excess Umings that 
incorporated ao &.back requiremcnt Amendment ofPan 65. lntmtafe Rate of Return )f.rrrrprion: pmcmlms 
and Methodologies 10 Establish Repm.ng Requiremen&, CC DocLn No. 86127, Rcpoa and Order. I FCC Rcd 
952,956-57, para. 43 and Appmdu C (1986) (cstabbhg a rate of Icnnn mDnirmiOg r~jmri, arhicb inC1Ud.s a line 
to record the amount of the refuod). See also Price Cqp Regularion of Lofol E x c m  corria, Rate of Rehun 
Sharing and Lower Fonmrln Adjurhent, CC Docket No. 93- 179, Notice of Roporcd Rdermhng. 8 FCC Rcd 44 15 
(1 993) (Add-Back Notice); Price Cup Regulation of Local .&change Com’ers, Rate of R e h m  Sluning and Lower 
Fonnula Adjuranenr, CC Docket No. 93-179, Report and ordcr, IO FCC Rcd 56S6 (1995) (Add-Back Order). 
Although the A T6T court invalidated the automatic r e W  d e ,  it left the &-back mabanirm and fonn 492 
untouched. Moreover, thc court in AT&T ngrcsrly rccognizcd that the Conmisaion h d  authority both to prescribe 
a rate of return rud to ordm nfunds of excess earnings through a reduetion in fuhnc nts. 836 F.2d at 1392, Citing 
New England Tel. and Tel. Co. v. FCC, 826 F.Zd 1 IO1 @.C. Cir. 1987). c v l .  denied, 490 U.S. 1039 (1989). See 
ako MCI Telecommunicatiom G. v. FCC, 59 E3d 1407 (1995)(cOm upheld a d  of damages to cusmmcrs that 
paid rates that produced earnings in excess of pnsenbed maXinnrm r u t s  of m). 
’ Add-Back Order, I O  FCC Rcd at 5656-57, para 2. 

Policy and Rules Concnning Rater for Domi;>cnt (briers, CC Docket No. 87-313, Second Rcpon and Orda,  5 
FCC Rcd 6786 (1990) (LEC Price Cap Orderj At that amC the largest LECs included the smn regional Bell 
Operating Compies (BOCs). As a result of magm and acquisitions, today there M fmx BOCs. For a conrplete 
summu? of the original pricc cap plan, seeUC€’rice Cap Order, 5 FCC Rcd at 6787-89, pans. 5-19. 
’ R~CL 
Access Charge Rejonn, CC Docket No. 96-262, b o n d  Rcpon and Order, 12 FCC Rcd 16642,16646, para. 3 
(1997) (Price Cop Fourrh Repon and Order). See also LEC Prim Cap Order, 5 FIX Rcd at 6792, pans. 4749. 
Exogenous costs also are added in detumining the F’U. See 47 C.F.R. 5 61.45(1). 
8LECf’riceCl(pOrder, 5FCCRcdat6790-91,pw.21-37. 

4 

P e f l o m c e  Reviewfor Local &change Orrim, CC Docket No. 94-1, Founb Rcport and Order, 
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customers by lowering their PCIs and rates in the following year.9 This mechanism is called a “sharing 
obligation.” The Commission’s rules also permitted price cap LECs earning less than 10.25 percent in a 
particular year to adjust their PCIs and rates upward in the following year to a level that would have 
allowed them to achieve an earnings rate of at least 10.25 percent for the year in which they under- 
earned.” This mechanism is called a “low-end” or “lower formula” adjustment. In devising these “back 
stop” adjustments, the Commission imported the concept of “rate of return” directly from the previous 
rate-of-return regime to ensure that LEC rates under price cap regulation did not become unreasonably 
high or low due to the varying operational and economic circumstances of the many individual LECs.” 
The Commission determined that the sharing and low-end adjustments would be one-time adjustments to 
a single year’s rates, so as not to affect future earnings.’’ To provide price cap LECs greater incentives to 
increase efficiency, the Commission eliminated the sharing obligation in 1997.” 

4. The first application of the sharing and low-end adjustment mechanisms occurred in the 
1992 annual access tariff filings. LECs with earning levels above 12.25 percent in 1991 lowered their 
PCIs in tariff year 1992 because of the sharing requirement. LECs with earnings below 10.25 percent in 
1991 increased their PCIs in tariff year 1992 because of the low-end adjustment mechanism. The issue of 
how the sharing and low-end adjustments in 1992 should be reflected in the LECs’ 1992 earnings figures, 
which were used to determine the sharing and low-end adjustments for tariff year 1993, was raised in the 
1993 annual access tariff filings. Some price cap LECs proposed using 1992 earnings levels without the 
add-back adjustment, while others applied an add-back adjustment. The latter approach was favored by 
those LECs that had received a low-end adjustment in 1992 because it allowed them to charge higher 
rates in 1993. The LECs that experienced higher earnings during the same period chose not to apply an 
add-back adjustment, which would have required greater sharing obligations on their 

5 .  To address the question of whether or not to apply the add-back adjustment, the 
Commission took two separate actions. For the 1993 annual access tariffs, the Common Carrier Bureau” 
suspended the tariffs of price cap LECs that had implemented a sharing or lower formula adjustment in 
1992 for one day, issued an accounting order, and initiated an investigation.16 Before the Commission 

Id. at 6801, para. 124. Tbe amount of the sharing obligation varied with certain choices made by each camer. For 
example, a price cap LEC opting for an X-factor of 3.3 percent and earning a rate ofreturn above 12.25 percent was 
required to share half of earnings above 12.25 percent and all earnings above 16.25 percent with its access 
customers. Id. at 6801, para. 125. For LECs that elected a more challenging 4.3 percent X factor, 50 percent 
sharing began for rates of return above 13.25 percent, and 100 percent sharing began at rates of rem above 17.25 
percent. Id. at 6787-88, paras. 7-10. 

l o  Id. at 6802, para. 127. Tius low end adjustment has been eliminated for price cap LECs that exercise pricing 
flexibility. 47 C.F.R. 5 69.731. 

9 

Id. at 6801, para. 120. See also Add-Back Notice, 8 FCC Rcd at 4416, para. 7. I 1  

I’ LECPrice Cap Order, 5 FCC Rcd at 6803, para. 136. See also Policy and Rules Concerning Rates for Dominant 
Carriers, CC Docket No. 87-313, Order on Reconsideration, 6 FCC Rcd 2637,2691 n.166 (1991) ( E C P r i c e  Cap 
Reconsideration Order), a f d s u b  nom. NationaIRural Telecom Ass% v. FCC, 988 F.2d 174 (D.C. CU. 1993). 
l3 See Price Cap Fourth Report and Order, 12 FCC Rcd at 16699-70, paras. 147-48 
’‘ An example demonstrating the implications of applying the add-back adjustment was included in the Add-Back 
Order, and is set out in the Appendix. 

In March 2002, the Commission renamed the Bureau the Wireline Competition Bureau (Bureau). I5 

16 See 1993 Annual Access TanffFilings, CC Docket No. 93-193, NationalExchange Carrier Association Universal 
Service Fund and LgeIine Assistance Rates, TransmiEal No. SSb, CC Docket No. 93-123, GSF order Compliance 
Filings, Bell Operating Companies‘ Tarifffor the 800 Service Management System and 800 Data Base Access 
Tariffs, CC Docket No. 93-129, Memorandum Opinion and Order Suspending Rates and Designating Issues for 
Investigation, 8 FCC Rcd 4960,4965, para. 32 (Corn Car. Bur. 1993) (1993 Designation Order). 

3 
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completed the 1993 investigation, price cap LECs filed their 1994 annual access tariffs. Because of the 
similarities of the add-back issues in 1993 and 1994, the Bureau suspended the 1994 access tariffs of the 
price cap LECs that had implemented a sharing or low-end adjustment in 1993 and incorporated the 1994 
access tariffs into the 1993 investigation.” In doing so the Burcau stated “prior to the termination of this 
[ 19941 investigation, we will give parties an oppommity to present any legal argument or factual 
circumstances that would lead us to conclude that the decisions reached in [the 1993 mvestigaticm] on 
add-back issues should not control our treatment of the 1994 access transmittals.”” Scpatatcly, the 
Commission initiated a rulemaking to consider whether add-back should be required as an explicit ruIe.l9 
In 1995, the Commission determined in the Add-Back Order that add-back produced the same results for 
price cap and rate-of-rem regulation, was consistent with price cap efficiency incentives and was 
necessary to enforce earnings restrictions, and, therefore, was a required element of price cap earnings 
calculations.20 It adopted this rule prospectively for the 1995 annual access tariff filings, specifically 
reserving for the 1993 and I994 tariff investigations the question of whether the price cap des before the 
Add-Back Order required an add-back In adopting the rule prospectively, the Commission 
noted that, “[we believe that adoption of this explicit rule -even if we were to assume that the add-back 
adjustment is not already required under existing rules - does not constitute a major change to the LEC 
price cap Finally, on April 7,2003, the Commission issued a public notice seeking comment to 
refresh the record in this procding, and to present any legel arguments or factual circumstances 
supporting a conclusion that a determination of the add-back issue for the 1993 access M s  should not 
control the treatment of add-back for the 1994 access tariffs?’ 

m. DISCUSSION 

A. Positions of the Parties 

6. In general, the LECs contend that prior to a d w o n  of the Add-Back Order in 1995, 
application of an add-back adjustment was either optional2‘ or not allowed? SBC and V m m  contend 
that, while add-back was not required, it was reasonable for price-cap carriers to apply or not apply add- 
back in calculating their 1993 sharing obligations?6 SBC also argues that it would only be reasonable to 
require add-back if the sharing mechanism w a s  intended to act as a refund and that the purpose of sharing 

”See I994 Annual Accerr TarflFilings, CC Docket No. 94-65, NationdExchange Carrier Association OniwrJol 
Senice Fund and Lfeline Assistance Rarer, Trunsminal No. 612, Memorandum Opinion and Order Suppnding 
Rates, 9 FCCRcd 3705,3713, para. 12 (Corn. Car. Bur. 1994) (I994Suspcnrion Order). 

Is Id. 

l 9  Add-Back Notice, 8 FCC Rcd at 4415. 
Add-Back Order, 10 FCC Rcd at 5659-64, p a .  1745 

” Add-Back Order, 10 FCC Rcd at 5657, n3 
Id. at 5565, p m .  50. 

” Further Comment Requested on the Appropriate Tredment of Sharing and Low-End Adjunmenu Made by Price 
Cap Local Exchange Ca&s in Filing 1993 and 1994 Interstate Access Tanffs, 1993 Annual Access T m f i ,  CC 
Docket No. 93-193,1994 Annual Access Tarifi, CC Docket NQ. 94-65, Public Notice, 18 FCC Rcd 6483 (2003) 
(Add-Back Public Notice). 

%I993 Annual Access Tanffs, CC Docket No. 93-193; 1994 Annual Access Tanfs, CC Docket No. 94-65, 
Commenrr ofBellSouth at 12, fled May 5,2003 (Bellsouth Comments); Commcnar of SBC ConmnmiutiOnr, Inc. 
at 5-8, filed May 5,2003 (SBC Comments); Commnts of Vaimn at 12-14, tiled May 5,2003 (F‘erizon Commencs); 
Reply Commaits of Vaizon at 6-9, fikd May 19,2003 ( Y e n  Reply). 
=1993 Annual Access Tar i i ,  CC Docket No. 93-193; 1994 Annual Access T m j ,  CC Docked No. 94-65. Reply 
Comments of S p ~ t  Corporation at 2, filed May 19,2003 (Sp’nt Reply). 

26 SBC Commentc at 5-8; verizon ContmenB at 7-12. 
4 
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was to better calibrate the PCI to actual productivity gains?’ Sprint argues that add-back was not allowed 
at all, and points out that at least one of its subsidiary LECs did not apply an add-back adjustment in 
calculating its earnings even though it was eligible for a low-end adjustment.” Qwest and Sprint contend 
that the outcome of these investigations is dictated by the outcome of the add-back r~lemaking?~ Thus, 
Qwest argues and Sprint agrees that, because the Commission concluded in the Add-Back Order that the 
rule change requiring an add-back adjustment would be effective prospectively, the only remaining issue 
before the Commission is the administrative closing of these investigations.” 

7. All of the LECs assert that any finding imposing an add-back requirement under these 
tariff investigations would amount to impermissible retroactive rulemaking.”’ Verizon further asserts that 
requiring an add-back requirement now would have an unjust retroactive impact because prior knowledge 
of the existence of a required add-back adjustment would have influenced a carrier’s selection between a 
3.3 percent or 4.3 percent productivity factor or X-factor, which in turn would have affected revenue?’ 
BellSouth asserts that the Commission could not have intended to require an add-back adjustment in 1993 
and 1994 because neither the price cap rules nor the annual reporting form in effect at that time contained 
provisions addressing treatment of sharing or low-end adjustments from prior years?’ All of the LECs 
further argue that, by taking more than twelve months to conclude these investigations, the Commission is 
barred from ordering refunds or taking any further acti0n.9~ The LECs assert, therefore, that the 
Commission should either terminate the investigations with no further action,” or fmd that the application 
of add-back was at the option of each LEC.’6 

8. AT&T contends that the 1993 and 1994 access tariffs of LECs that failed to compute 
their rates of return by applying the add-back adjustment are unlawful because, by the Commission’s own 
analysis, the intended purposes of price cap regulation could only be achieved by applying add-back.)’ 
AT&T also argues that it would be arbitrary to allow LECs to apply add-back on an optional basis 
because the rates established by LECs that opted not to apply add-back would frustrate the intended 

’’ 1993 Annual Access Tanffs, CC Docket No. 93-193; 1994 Annual Access Tunis,  CC Docket No. 94-65, Letter 
from David Cartwright, Director, Federal Regulatory, SBC, to Marlene H. Dortcb Secretary, Federal 
Communications Commission at 8-9 (filed Feb. 27,2004) (SBC February 27 exparfe). 

28 Sprint Reply at 2. 

Comments of Qwest Corporation at 2-6, filed May 5,2003 (Qwest Comments); Sprint Reply at 2. 

30 Qwest Comments at 2-6; Sprint Reply at 2. 

” BellSouth Comments at 8-12; @est Comments at 3-9; SBC Comments at 8-10; Verizon Comments at 11-12; I993 
Annual Access Tariffs, CC Docket No. 93-193; 1994 Annual Access Tanffs, CC Docket No. 94-65, Reply 
Comments at 4-6, filed May 19,2003 (BellSouth Reply); Reply Comments of SBC Communications at 3-5, fded 
May 19,2003 (SBCReply); Sprint Reply at 4. 

I993 Annual Access Tanffs, CC Docket No. 93-1 93; I994 Annual Access Tanys, CC Docket No. 94-65, 29 

32 v . errzon Comments at 14; Veriilon Reply at 4. 

33 BellSouth Comments at 8-10. Sprint makes the same observation in support of its argument that add-back was 
prohibited during the years in question. See Sprint Reply at 2. 

Reply at 1-3. 

35 BellSouth Comments at 12; @est Comments at 9; Verizon Comments at 14-18; BellSouth Reply at 4-6 

BellSouth Comments at 2-7; @est Comments at 7, n.19; SBC Comments at 4; Verizon Comments at 14-18; Sprint 31 

SBC Comments at 10; SBC Reply at 6; Sprint Reply at 4. 

1993 AnnualAccess Tariffs, CC Docket No. 93-193; 1994 Annual Access Tariffa, CC Docket No. 94-65, 37 

Comments of AT&T Corp. at 14-16, fded May 5,2003 (AT&T Comments); Reply Comments of AT&T Corp. at 4- 
7, filed May 19,2003 (AT&TReply). 

5 
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purposes of pnce cap reg~lation.'~ AT&T estimates that a decision requiring add-back would result in a 
$55 million refund to access customers. AT&T estimates that if the Commission determines that add- 
back should not have bcen applied, those LECs that did apply add-back would be required to refund $37.5 
million.'9 In reply to LEC claims that requiring add-back now would amount to impermissible retroactive 
mlemalang, AT&T argues that a tanff investigation is a stand-alone rulemahng in which the Commission 
may lawfully make appropriate, rate-related determinations? In reply to claims that the Commission is 
barred by the 1988 amendments to the Act setting a twelve-month period for concluding a tariff 
investigation, AT&T contends that neither court opinions nor the legislative history of the twelve-month 
provision support such M interpretation!' 

B. 

9. 

Failore to Apply Add-BPck Res& in Unreasonable Rates. 

The central issue before us is whether just and reasonable rates can be achieved pursuant 
to the requirements of section 201 of the Act and the LECPrice Cup Order if add-back is not required!2 
As discussed earlier," the term "add-back" describes the process that eliminates the effects on the current 
year's earnings of sharing or low-end adjustments that were required by the prior year's earnings. The 
process requires a price cap LEC to add an amount equal to the sharing adjustment to its current year's 
revenues before calculahng its rate of return for the current year. If the LEC made a low-end adjustment 
in the current year's rates to reflect low earnings in the prior year, the amount of the adjustment will be 
subtracted from the current year's revenues before computing the rate of return for the cumnt year. The 
current year's earnings, thus adjusted, will determine whether a shamg or low-end adjustmcnt for the 
current year is warranted in the next tariffycar." 

IO. In general, for purposes of determining any adjustment in the next tariff year, adding an 
amount equal to the sharing adjustment to the current year's carmngs calculation increases a LEC's 
earnings to the level that t h 9  would have reached if there had been no sharing adj~sbllent!~ Similarly, 
by excluding low-end adjustment amounts from the current year's earnings calculation, the LEC's 
earnings level used to compute the next tariff year's sharing or low-end adjustments would be lowered to 
the level that earnings would have reached if there had been no low-end adjustment.46 This result is 
entirely consistent with the intent of the LEC Price Cup Order. 

1 1. The intent of the LEC Price Cap Order was to enhance efficiency on the part of the LFCs 
by establishing profit-making mcentives while placing reasonable parameters on carria Camings!' The 
Commission was careful to base X-factor calculations (adjustmcnm to the PCI) on industry-wide 
productivity, not on the rates ofreturn for individual LEG? In contrast, the Commission intended the 
sharing and lowcnd adjustment mechanisms, as part of the backstop plan, to effect hard uppr limits on 

I' AT&T Comenu at 15-1 6; AT&TREply at 7-11. 

nAT&TCommentr at 18-19. 
"AT&TCommentrat 15;ATdiTReplyat 1-6. 

"AT&TRep/yat11-12. SeeaLF0P.L. 100-594, $8@), 102 SUL 3028(1988). 
"47 U.S.C. $8  201,204LECPrice Cnp Order, 5 FCC Rcdat 6801-6807,para~. 125-160. 

See n.2, supra. 
See Appendix at 2,4. 

Id. at 2. 

*Id .  a1 4. 

'' LECPrice Cop Order, 5 FCC Red at 6787, para 1. 

41 

U 

15 

Id. ai 6796-98,puar. 75-95. 
6 



Federal Communications Commission FCC 04-151 

LEC eamings and create an earnings floor.” They were based on individual LEC rates of rem and wcrc 
intended to operate as a one-time adjustment to a single ycar’s rates, so a LEC would not risk affecting 
future earning~.’~ The Commission, in fact, explicitly decllned to adopt a propo~ed stabilizer mccbanism 
that would have permanently adjusted individual LEC PCls to rcflect individual productivity gains.” 
Rather, the Commission chose a sharing mechanism that was intended only to rctum excess earnings, plus 
intcress to customers through a one-time reduction in a camer’s PCI?’ Similarly, the Commission chose 
to allow adjustments for low earnings that would ensure LECs could continue to cam at the minimum 
level required to “raise the capital necessary to provide new senices that [their] local customers 

lower-fomula adjustment mechanisms. 
Applying add-back ensures the results the Commission intended in adopting the sharing and 

12. Lf add-back is not applied to sharing, future earnings are distorted because reductions that 
were intended to r e m  excess earnings to customers are treated as actual reductions in carrier 
productivity.y Likewise, if add-back is not applied to l o w a d  adjustments, future earnings arc distorted 
because increaws that were intended to allow the LEC the oppomuuty to make-up for earnings below the 
rate floor are trcated as actual increases in prcduct~vity.’~ Consequently, the rcsult of not applying add- 
back to LECs subject to sharing obligations is that such carriers may earn above the earnings ceilings that 
the Commission adopted in the LECPrice Cap Order?6 Similarly, without add-back, LECs that qualify 
for a low-end adjustment may not obtain the full opportunity to eam the minimurn level adopted in the 
LEC Pnce Cup Order.’’ Because the result of not applying add-back defeats the purpose of the &gs 
parameters adopted in the LEC Price Cap Order, we find it unreasonable for the LECs subjcct to this 
investigahon to not apply add-back. 

13. We also reject SBC’s contention that the sharing mechanism was not a refund but a 
means of calibrating the PCI to actual LEC productivity gains on a going forward basis, and this add- 
back was not required?’ As noted above, the Commission considered adopting a stabilizer b a d  on 
individual LEC earnings as a permanent adjustment to calibrate individual LEC Pcls.” The corrnnission 

Id. at 6801, 6804, peras. 123-25, 14748. For example, a artier ch0oSing a 3.3 p”ent produetiVity ofict would 49 

be allowcd “to reach a maximum 14.25 pcrcent rate of return.’’ Id. 
yI Id. at 6803, para. 136. See &o Add-Back Order, 10 FCC Rcd nt 5659, para 17 and 11.27. 
” LEC Price Cup Order, 5 FCC Rcd at 6803, paras. 134-36. 

nld. at6801,paras. 124-25. 
”Id at6804,para. 148. 
%See Appendix at 2-3 

Id. at 3-5. 

16 Id. at 2-3. 
I’ Id. at 3-5. 

SBCFebniary 27 erparte at 8-9. 

’’ LECpriee Cup Order. 5 FCC Rcd at 6803, paras. 134-35. The Commigpionpmposcd tbc adoption of a stubilia 
as a backstop mechanism to protect against LEC excess or under ernnings under price caps in che pliee & .kOnd 
FNPRh4. Policy and Ruler Concerning Ram for Dominant Comers, Rcpott and Ordm and second F d c r  N o h  
ofProposedRulcmokmg, CCDockctNo. 87-313.4 FCCRcd2873,3212-19(1989)(PriccrCapSmndFNP~~ 
The pmpmcd stabilizer would hpve permsoently modified a LEC’s PCI if the LEC‘r e s  fell Outside a 
reasonable range, which was identified as the authorized return, plus or minus 2 pmt Id. at 3215, w 708. In 
contrast to the sharing and low-md adjushncnt backstop mchpnisms that 7~ ndoptta, the stabilizer was a 
prospective mechanism that would have elimbted any obligation to refund excess Camings to end USQS OT 

oplmrlunitytorccoupcpmings~. Id.at3215-16,pw.708. ’Ihecommislionrcjenedthep@ 
nrbilizn m the LECPrice Cap Order. LECprice Cup Order. 5 FCC Rcd at 680263, pm. 127,135. 

7 
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explicitly rejected this stabilizer in response to LEC concerns about its potential adverse effect on 
productivity incentives ‘@ For example, if the Commission had adopted a stabilizer, a LEC with an 
unusually productive year could limit its future profits.6’ The Commission’s discussion of the refund 
option for excess earnings is 
refund requirement when it adopted the sharing and low-end adjustment backstop mechanisms. The 
Commission, however, was addressing concerns about the mechanics of returning excess earnings to 
customers, not concluding that the sharing mechanism would be used to calibrate individual LEC P C I S . ~ ~  
The Commission rejeaed direct refunds due to administrative difficulties related to the allocation of 
refunds among customers, not because -efunds were contrary to the intent of the sharing mechanism.” 
For example, the Commission rejected Bell Atlantic’s proposi! to give direct refunds to carrier customers 
and reflect the balance in an adjustment to the PCI because such refunds could have provided a “double 
refund [to camer customers] at the expense of end users.”6s Accordingly, nothing in SBC’s contention 
persuades us that add-back should not be required for the 1993 access tariffs. 

It is true that the Commission rejected proposals for a direct 

14. We also note that rate (I: return, as a component of the backstop, is not redefmed in the 
LEC Price Cap Order.  Instead, it was incorporated as a widely familiar device &om the previous rate-of- 
return system that would be used to determine sharing and low-end adjustments.66 The price cap 
methodology, particularly during the years in which sharing was applied, was closely linked to rate-of- 
return regulation. Price cap carriers reported their earnings and made sharing or low-end adjustments 
when they met certain specific benchmark earnings levels. Add-back was applied under rate-of-return 
regulation “to provide a clear picture of current earnings for the reporting period” and to see “whether an 
access category being adjusted through a refund is earning above its adjusted maximum rate of return . . . 
. As with rate-of-return carriers, price cap LECs’ current tariff year earnings become reasonably 
accurate only when they add-back the prior year’s sharing or low-end adjustment amounts. Accordingly, 
requiring add-back is consistent with prior Commission ratemaking practices. 

,367 

15. After reviewing the relevant orders and comments, and considering the different rates of 
return when add-back is applied and add-back is not applied, we conclude that an add-back requirement is 
essential if the sharing and low-end adjustment mechanisms are to achieve their intended purposes. We 
find that just and reasonable rates cannot be achieved without the application of add-back because of the 
distorhons that result when it is not applied. Add-back corrects deviations in earning calculations, and 
ensures that a LEC’s earnings fall within the earnings parameters that the Commission selected in the 
LEC Price Cap Order. 

The Commission rejected the automatic stabilizer because its adjusment to the PCI would have had a larger and 
more prolonged effect on earnings, rather than the one-time effect of the sharing mechanism LECPrice Cap Order, 
5 FCC Rcd at 6803, para. 136. 

‘’ Id. 

‘’ Id. at 6805, paras. 152-54. 

Id. at 6801,6805, paras. 124-25, 151-54. “This level of sharing will ensure that consumers receive their fair share 
of productivity gains that occur, just as they would in an industry with keener competition. The customer share plus 
interest will be returned in the form of a one-time reduction in the PCI for the next rate period . . . .” Id. at 6801, 
para. 124. 

63 

Id. at 6805, para. 153 

6s Id. at 6805, pan. 154. 

66 Id. at 6801, paras. 120-121. See also Add-Back Order, 10 FCC Rcd at 5657,para. 7 .  

67 Amendment of Pan  6S. Interstate Rate of Return Prescription: Procedures and Methodologier to Establish 
Reporting Requirements, CC Docket No. 86-127, Report and Order, 1 FCC Rcd 952,95657, para. 43. 
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C. Requiring a Rate Adjustment Pursuant to a Section 204 Tariff Investigation Is Not 
Retroactive Rulemaking. 

Commenters’ claims that the Commission is precluded from requiring add-back in this 16. 
tariff investigation require us to determine which rules, if any, apply here!* It is well established that an 
administrative agency in the performance of its statutory duties must adhere to its regulations.” 
Therefore, if the regulations in effect when the tariffs were filed had established the regulatory treatment 
of add-back, we would be required to follow those rules in determining the lawfulness of the tariffs under 
investigation. We find, however, that our price cap regulations did not explicitly address add-back until 
1995. Moreover, in adopting these amendments we determined that they would be given prospective 
application only.7o We h d ,  therefore, that the applicable rules, i .e.,  the pre-1995 rules in effect when the 
tariffs under investigation were filed, did not speak explicitly to the add-back practices at issue in this 
investigation. Because we do not apply the 1995 rule amendments in determining the lawfulness of the 
tanffs under investigation, there can be no reasonable argument based on those amendments for alleging 
that the Commission in this investigation engages in impermissible retroactive rulemaking. 

17. According to the LECs, the fact that the Commission’s pre-1995 rules neitherrequired 
nor prohibited application of add-back precludes the Commission !?om determining the reasonableness of 
the LECs’ add-back practices in the tariffs under investigation. We disagree. Section 204(a) explicitly 
authorizes the Commission to investigate the lawfulness of “any new or revised charge, classification, 
regulation or practice” contained in a filed tariff.7’ This broad grant of authority empowers the 
Commission to determine the reasonableness of applying add-back in the tariffs under investigation 
whether or not the Commission at the time the tariffs were filed had promulgated rules explicitly 
requiring add-back?2 A tariff investigation is a rulemaking of particular applicability under the 
Adminisbative Procedure Act73 and the Commission, in the exercise of its section 204 authority, 
“routinely makes significant policy and methodological decisions based on the records developed in tariff 
 investigation^."^^ The Commission has also explained why it may order refunds at the completion of an 
investigation: 

as a tradeoff for permitting rates under investigation to go into effect, Section 
204(a) specifically authorizes the Commission to order refunds at the conclusion 
of such a proceeding if such relief is appropriate. Thus, it is obvious from the 

See, e.g., BellSouth Commentr at 8-12; Qwest Commentr at 3-9; SBC Comments at 8-10; Verizon Comments at 11- 

See, e.g., Adams Telecom, Inc. v. FCC, 38 F.3d576, 581 @.C. Cir. 1994), quotingReuters Lid. v. FCC, 781 F.2d 
12; Sprint Reply at 2. 

946,950 (D.C.CU.1986) (“[ut is elementary that an agency must adhere to its own rules and regulations.”). See 
Steenholdt v. FAA, 314 F.3d 633, 638 @.C. CU. 2003); Southwestern Bell Tele. Co. v. FCC, 28 F.3d at 169. 

70 AddBack Order, 10 FCC Rcd at 5665, para. 49. 

‘I 47 U.S.C. 5 204(a). Complementing the Commission’s section 204 authority, section 4(i) authorizes the agency 
to “perform any and all acts, make such d e s  and regulations, and issue such orders, not inconsistent [with the 
express provisions of the Act], as may be necessary in the execution of its functions.” 47 U.S.C. 8 154(i). The 
“wide-ranging source of authority” in this “necessary and proper clause“ empowers the Commission to take 
“appropriate and reasonable” actions in furtherance of its regulatory duties. New England Tele. & Tele. Co. v. FCC, 
826F.2d1101, llOS@.C.Cir. 1987),ceri.denied,490U.S. 1039(1989). 

69 

cf: In re Permian Barin Rate Cases, 390 US. 747,1365 (1968) (Supreme Court, in analyzing agency’s power 72 

under cognate ratemaking provisions of the Federal Power Act, held that “the Commission’s broad responsibilities . 
. . demand a generous construction of its statutory authority.”). 

’3 5 U.S.C. 551(4). 

Rcd 14683, 14717, para. 80 (1998). See generally Permian Basin Rate Cases, 390 U S .  at 747. 
Tan#.. implementing Access Charge Reform, CC Docket No. 97-250, Memorandum Opinion and Order, 13 FCC 71 
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nature of the statutory scheme, and fkom the fact that this proceeding was 
commenced through a Designation Order rather than a Notice of Proposed Rule 
Malung, that any conclusions this Commission reached w~th respect to the 
lawfulness of strategic pricing would be applied to rates that took effect subject 
to the investigation, and that the Commission would exercise its statutory 
authoxity to determine whether a refund was appropriate.7’ 

Moreover, section 204(a) assigns to the carriers the burden of proving the lawfihess of the filcd tariffs 
under invest~gation.’~ The LECs do not satisfy that stamtorily imposed burden merely by showing that 
they have not violated explicit regulatory provisions. To the con-, the LECs must affirmatively show 
that their tariffed “charges, practices, classifications, and regulations” are ‘.just and reasonable” under the 
Actn 

18. Commentm’ assertions to the con-, nothing in the Add-Back Order supports a claim 
that applying add-back to the 1993 and 1994 access tariffs Constitutes impmnissible mroactive 
rulemakmg. The LEC Price Cap Order’s silence on add-back was not a basis to conclude that the 
Commission could not determine, in the w m e  of these section 204 investigations, that the LECs’ tariffs 
that did not incorporate add-back produced rates that were unjust and unreasonable within the meaning of 
section 201@). In adopting add-back prospectively for the 1995 access tariffs, the Commission reserved 
for the tariff investlgations the question of whcthn the price cap rules before the Add-Back Order 
required an add-back 
dictate the result of the tariff inveshgations. 

Thus, the A d - B a c k  Order did not, as mest and Sprint claim,” 

19. Similarly, nothing in the court opinion upholding the add-back amendments, Bell Atlantic 
v. FCC, supports a claim that requiring add-back in this investigation would result in an impermissible 
retroactive rule.” While the court found that the Commission properly applied the 1995 add-back rule 
prospectively, it expressly noted the ongoing tariff investigations with no indication that its finding 
applied to those separate, ongoing proceedings.” In responding to LEC claims that even a p q x c h v e  
add-back rule was unlawfully retroactive because it chnngcd past legal conscqualccs of th& choice 
between a 3.3 pcrcmt or 4.3 percent X factm, the Court noted that the LECS “made thcir X-factor 
decisions m the face of considerable unmimnty about whether the 1990 LEC Price Cap order included 
add-back . . . Petitioners who chosc the 3.3 percent offset in pnvious years have a h d y  received the 
benefit of that decision through higher price caps in those years.’” This language cannot be construed 86 

a fmding that the Add-Back Order precludes requiring add-back in the tariff invesfigations. Rather, the 
court noted that the Commission concluded in the Ad-Back  Order that add-back had been implicit in the 

lnvestigatwn of Special Accers Tarifls of h a 1  Exchange Carriers, CC Docket No. 85-166, Phaae II, Part 1, 

41 U.S.C. 5 ZWa). 

71 

MemorandumOpinionandOrdcr, S FCCRcd4861,para.7(1990). 

” 47 U.S.C. 8 20l(b) (“[Alny . , , charge, pmcticc, classification, or rcguiatlon that is unjust or umuronablc is 
hmby declared to be unlawful.”) 
’* Add-Back Order, 10 FCC Rcd at 5657, n 3  (“We do not decide in this rulemaking whetba an add-back 
adjusanmt is r e q u i d  for purposes of the 1993 urd 1994 Annual Access TarBFilings. lhat issue is unda 
examinntion as plrt of our investigation of the 1993 and 1994 h 1  Acccss Tariff Filings [citations omitled].”) 

Qwm Grnmmtr at 2-6; Sprint Repb at 2. 

BellArlunric Tcie. Cos. Y. FCC, 79 F.3d 1195.120667 (D.C. Cir. 1996) (Bell Ailnntic). 

W 

*‘Id. at 1201, 1203. 
Id. at 1207. 
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orig~nal price cap rules!’ 

20. This history also defeats LEC claims that it would now be inequitable for the 
Commission to find the 1993 access rates of LECs failing to apply add-back in determining their 1993 
sharing or lower formula adjustment obligations to be unreasonable and to order refunds. Specifically, 
Verizon claims that, had the LECs known that the Commission would require add-back for the 1993 and 
1994 access tariffs, they might have made a different selection between the 3.3 percent and 4.3 percent X 
factors.84 The Bell Atlantic court’s finding that the LECs had already received the benefit of their 
productivity factor choices applies equally to the 1993 and 1994 access tariffs. Further, the LECs were on 
notice from the time their tariffs were suspended that add-back practices were open to question and had 
been found to raise a substantial question of lawfulness under the Act for which the application of add- 
back was a potential remedy.8s We believe it would not be fair to deny customers that have paid the 
allegedly unlawful charges a remedy because of the delay in concluding this proceeding. Moreover, to 
the extent that we find the tariffed rates to have been unlawful, requiring refunds does not amount to a 
penalty; it merely requires the return ofrevenues to which the LECs were not entitled in the first 

D. The Section 204(a)(2)(B) Twelve-Month Time Limit Does Not Preclude a Finding of 
Unreasonable Rates 

We reject commenters’ claims that the Commission lacks authority to pursue this tariff 
investigation because it did not complete the investigation within the twelve month deadline established 
by section 2M(a)(2)(B).” We acknowledge that significant time has passed since the Commission 
initiated this investigation. Nevertheless, the Commission’s failure to conclude this tariff investigation 
within the statutory time frame does not affect our authority to conduct it to its conclusion. 

21. 

22. Section 2M(a)(l) expressly authorizes the Commission to determine the lawfulness of 
filed tariffs.88 While section 204(a)(2)@) directs the Commission to make that determination within 
twelve months, it does not “specify a consequence for noncompliance with statutory timing provisions,”89 
let alone prescribe the “drastic remed[y]” of ousting the agency ofjurisdiction?’ The Supreme Court has 
made clear that the failure of a governmental entity to act within a statutory deadline does not itself divest 
that entity of jurisdiction to take subsequent action?’ Consistent with that principle, the Eighth Circuit 
Court of Appeals, in approving a refund ordered twelve years after initiation of a tariff investigation, has 

Id. at 1201-1202. 
Verizon Comments at 14 

See 1993 Designation Order, 8 FCC Rcd at 4965, para. 33,1994 Suspension Order, 9 FCC Rcd at 3713, para. 12. 

See New England Tele. & Tele. Co., 828 F.2d at 1107 (characterizing a refund requirement as a “dispassionate 86 

remedy’’ that requires camers “merely to give up what they never should have collected.”) 

”See, e.g., Verizon Comments at 14-18; BellSouth Comments at 2-7; SBC Comments at 4. The 1996 amendments to 
the Act established a five month deadline for completing tariff investigations, but maintained the twelve month 
deadline established by the 1988 amendments to the Act for Winvestigations begun prim to the 1996 
amendments. See P.L. 104-104, sec. 402,§ 11,110 Stat. 56, 129 (1996); 47 U.S.C. 5 5  204(a)(2)(A) and (B). See 
also P.L. 100-594, 5 8(h), 102 Stat. 3028 (1988). 

47 U.S.C. 5 204(a)(l). 

Bamhart v. Peabody Coal Ca., 537 U S .  149,159 (2003). 89 

9o Brock v. Pierce County, 476U.S. 253,260 (1986). 

See, e.g., Bamhart v. Peabody Coal Co., 123 S. Ct. 748,154-755 (2003); Unitedstates v. Montalva-Murillo, 495 
U S .  71 1,717-18 (1990); Brockv. Pierce County, 476 U S .  253,260 (1986); see also Regions Hosp. v. Shalala, 522 
U.S. 488,457 (1988) (“The Secretary’s failure to meet the deadline, a not uncommon occmence when heavy loads 
are thrust on administrators, does not mean that ofiicial lacked power to act beyond it.”). 
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held that "the time constaint imposed by section 204 does not operate as a statute of limitations and that 
its violation therefore does not end the FCC's authority to act."% 

23. Further, I//inois Bel/ Tele. Co. v. FCC, cited by Verizon in support of its contention that 
the Commission may not order refunds after twelve months have is inapposite. In that case, the 
District of Columbia Circuit held that the Commission lacks authority to order a refund under section 204 
unless it has first issued a suspension order9' The Cowl did not address the wholly separate issue of 
whether the Commission's failure to act within the section 2Wa) deadline divests the agency of its 
authority to investigate a tariff and to order a refund. Indeed, the Disbict of Columbia Circuit in other 
contexts has "repeatedly concluded that missing a statutory deadline does not divest an agency of 
authority over a case or issue.'"' 

24. Commenten' construction of section 204(a)(2)(B) would undermine the statutory 
purpose. Congress enacted the ttme limits in section 204(a)(Z)(B) in order 'Yo spur the [Comission] to 
action, not to limit the scope of [its] authority.'"6 A primary purpose of section 204 is "to protect 
consumers and competitors &om unlawful rates in effect while the investigation is pending.'"' Divesting 
the Commission of its authority to make customers and umpebtors whole by ordcring refunds at the 
conclusion of a tariff investigation would unfairly deprive innocent ratepayers of a statutory remuly 
because of the delay by the agency." We do not believe that Congress intended that anomalous result 
when it enacted section 204(a@)(B)? 

E. 

25. 

FCC Form 492A Does Not Demonstrate That Add-Back Is Not Reqrrfred 

Some commcnters assat that, because the Commission changed the annual rate of return 
report form for price cap LECs, it intended not to require price cap LEG to apply an add-back adjustment 
in calculating their rates ofreturn.lm In April 1993, the Commission announced approval by the Oflice of 
Management and Budget (OMB) of the revised annual rate ofreturn rrpOmng form for price cap LECs, 

91 Southwerrern Bell Tele. Co. v. FCC, 138 F.3d 746,748 (8th CU. 1998). 

'' Veriwn Cornmenu at 15-16. 

Illinois Bel/ Tele. CO. v. FCC, 966 F.2d 1478 (D.C. Cir. 1992). Subsequently, ho-, the Eightb C M l  held 
that the Commission's authority under section 204(s) to investigate a tariffand to d e r  refunds i mt conditioned 
upon the issuance of a suspension or&. Southwesfem Bell Tele Co. v. FCC, 138 F3d at 747. 

Gorrlieb v. Pena. 41 F3d 730,733 (D. C. Cir. 1994). 

% Bmd v. Pierce Comfy, 476 US. at 265. 

Cong.&AdmiaNewsst4111,4112(InaryeS~~rnf).  

(.qC)onslntction of the Act must conform to tk "'great principk of public policy, applicable to dl gov- 
alike, which forbids that the public htCICsk should bc pr~judiced by the ncgligUKC of tk 05cen Of 8- u) 

whose care they are confided."). 

99 We note that the legislative lustory shows that Congress contemplated that pattics aggrieved by a section 
204(ax2)(B) violation would have the oppommity to seck a writ of mandnmus io fedenl court cmtpdhg tbe 
agency to coqle te  tk section 204 invcstigation. See InovyeSrntcnenr at 4114. Indeed, AT&T filed just such a 
petition in connection with this tlriffbvcstiption I n  re ATBTCotp., No. 044032 (D.C. Cir., filed J a n  26,2004). 
A mandamus remedy - a court directive to congnl agency action - is flatly u odds with conmmers' c h  that 
mC Commission's violation of thc d o n  204(a)(Z)(B) deadhe divests the Coumdssion of its authority to act under 

Irn BellSouth Comments at 10, V h n  Commrnb at 3,8. 

See Statement by Sen. Daniel K. honye, 134 con&. Rcc. €I10453 (Oa. 19,1988), rcprinred in 1988 U.S. Code 

Brock Y Pierce County, 476 U.S. at 263-64. See also Unib?dSrrrrW v. MoWlvo-MlUfIlo, 495 U.S. 718 

~ection 204(8)(1). 
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FCC Form 492A.’” The new price cap form was a modified version ofFCC Form 492, used by rate-of- 
return carriers. In adopting the revised form the Commission stated it was seeking “a simplified and more 
relevant set of information,” but was silent on the issue of add-back and rate of return calculations.’02 In 
addition to the caption of the form, the changes included the removal of report items 7 (“Net Return (incl. 
effect of FCC Ordered Refund) (3+6)”) and 8 (“Rate of Return (incl. effect of FCC Ordered Refund) (7/4) 
Annualized”) that appeared on Form 492, and the addition of a new report item called the “SharingLow 
End Adjustment Amount.” 

26. Commenters say these changes removed line item entries for reporting add-back 
adjustments, and consequently indicate that an add-back adjustment was no longer required in calculating 
and reporting rates of return. In order to adopt rules or change its rules, however, the Commission must 
do more than merely alter a reporting form. Under basic principles of reasoned decision making, the 
Commission must state that it is adopting a rule and explain the reasons why.’” Here, however, the 
expressed purpose for changing the form was merely to simplify reporting. 

27. When add-back was explicitly adopted prospectively by the Add-Back Order in 1995, the 
Commission modified the Commission’s rules to reflect the decision and directed the Common Camer 
Bureau to revise Form 492A to the extent necessary to reflect the add-back requirement more clearly.lw 
The Bureau did not revise the form, likely because no changes to the form were necessary to implement 
the Add-Buck Order. Rather, both Form 492 and Form 492A allowed price cap LECs to apply add-back 
and accurately report earnings and rates of return. 

F. 1994 Investigation 

28. In the public notice seeking to refresh the record in this proceeding, the Bureau explicitly 
invited parties to “present any legal argument or factual circumstance that would lead us to conclude that 
the decision reached with respect to appropriate treatment of sharing and low-end adjustments for the 
1993 access tariffs should not control our treatment of sharing and lowend adjustments for the 1994 
access tariffs.”lo5 None of the parties presented any reasons to persuade us to treat the two sets of tariffs 
differently. Therefore, based upon the adnunistrative record before us, we conclude that the 1994 access 
tariffs of price cap LECs that did not apply add-back are unjust and unreasonable. 

G. Required Filings 

29. We order price cap LECs that implemented a sharing or lower formula adjustment and 
failed to apply add-back in their 1993 and 1994 access tariff filings to: (a) recalculate their 1992 and 1993 
earnings and rates of return making such an adjustment; (b) determine the appropriate sharing OT lower 
formula adjustment to their PCIs for the subsequent tariff year; (c) compute the amount of any resulting 
access rate decrease; and (d) submit a plan for refunding the amounts owed to customers plus interest as a 
result of any such rate decrease. After reviewing the recalculations and refund plans submitted in 
response to this order, and replies received on these recalculations and refund plans, we will, as 

58 Fed. Reg. 1799 (April 2, 1993) (notice announcing approval ofForm 492A). 

Io’ 1993 WL 755602 (F.C.C.) (Jan. 12,1993) (notice announcing submission of proposed Form 492A to OMB for 
review and approval). 
IO3  See 5 U.S.C. 5 706; see also, Motor Vehicle Mfrs. Ass’n v. State Fami Mutual Automobile Ins. Co., 463 U.S. 29, 
4144 (1983). 
I M  Add-Back Order, 10 FCC Rcd at 5666, para. 56. The Add-Back Order amended then section 61.3 (e) of the 
Commission’s rules to clarify that “[Blase year or base period earnings shall not include amounts associated with 
cxogenous adjusrments to the PCI for the sharing or lower formula adjustment wchanisms.” Id. at 5667, App. B. 

Io’ Add-Back Notice, 18 FCC Rcd at 6487-88. 
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appropiate, approve, disapprove, or order modification of the filed recalculations and refund plans. 

30. We also note that Verizon and Wes t  argue that the rates subject to this investigahon 
were below the rates that applicable PCls would have allowed them to file and, therefore, they have 
“headroom” which precludes the Commission ffom ordering refunds. I M  While this claim may have 
ment, we cannot make a deternunation that any applicable refunds are offset by headroom until we 
review the recalculations and replies to the recalculations submitted in response to this order. Therefore, 
any price cap LEC claiming that headroom offsets any refimd obligation should provide detailed 
calcuiations demonstrating this fact in response to this order. 

IV. FILING PROCEDURES 

31. Recalculations and, if applicable, refund plans in response to this order are due ApsUst 
30,2004. Replies to the recalculations and any applicable, refund plans me due September 13,2004. 
When makmg these filings please reference CC Docket Nos. 93-193 and 94-65. An original and four 
copies of all filings should be addressed to Marlene H. Dortch, Secretary, Federal Communications 
Commission, 445 12* Streef SW, Room TWBZO4, Washington, DC 20554. A courtesy copy should be 
addressed to Cluef, Pricing Policy Division, Wireline Competition Bureau, 445 12th S e t ,  S.W., Room 
5-A225, Washington, DC 20554, and e-mailed to julie.saulniercafcc.gov. A courtesy copy should also 
be addressed to Best Copy and Printing, Portals II, 445 12th Street, S.W., Room CY-B402, Washington, 
DC 20554, telephone 1-800-378-3160, or sent via e-mail to www.bcniweb.cplp. Parties also arc strongly 
encouraged to submit their filings via the Inremet through the Electronic Comment Filing System at 
http://www.fcc.govlcgb/ecfs/. Generally, only one copy of an electronic submission must be filed. In 
completing the transmittal screen, parhes should include their full name, POEM Service mailing address, 
and the applicable docket number, which in this instance is CC Docket Nos. 93-193 and 94-65. Parties 
may also submit an electronic comment via Internet e-mail. To get filing inshuctions for e-mail 
comments, parties should send an e-mail to ecfs@fcc.gov, and should include the following words in the 
body of the message: “get form.” A sample form and directions will be sent in reply. 

32. Interested parhes who wish to file via handdel imy are also notified that the 
Commission will only receive such deliveries weekdays from 8:OO a.m. to 7:OO p.m., via its contractor, 
Natek, Inc., located at 236 Massachusetts Avenue, NE, Suite 110, Washington, DC 2OOO2. Tbe 
Commission no longer accepts these fdings at 9300 East Rampton Me, Capitol Eoights, MD 
20743. Please note that all hand deliveries must be held together with rubber bands OT fsstcnm, and 
envelopes must be disposed of before entering the building. In addition, this is a reminder that the 
Commission no longer accepts hand-delivmd or messcngcrdelivmd filings at its headquatcrs at 445 
121h Street, SW, Washington, DC 20554. Messengerdeliwed doc-ts (e.g., FedEx), including 
documents sent by overnight mail (other thrm United States Postal Service (USPS) Express and Priarity 
Mail), must be addressed to 9300 East Hnmpton Drive, Capitol Heights. MD 20743. This location is 
open weekdays from 8:W a.m. to 930 p.m. USPS First-class, Express, and PrimW Mail should be 
addressed to the Commission’s beadquartas at 445 12th Street, SW, Washington, DC 20554. The 
following chart sunrmaTizes this information: 

1993 Annual Access Twigs, CC Docket No. 93-193; 1994 Annual Accers Tar&, CC Docket No. 94-65, Lena 
from Joseph Muliai, V i a  hident ,  Federal Reguktory Advocacy, Venzon to Marlene H. Doiich, SeCmary, 
Federal Garmnunicatiions Commission dated M.rch 1,2004 a 8-12; Lena from J o b  W. Kurt, Executive Director - 
Federal Regulatory, Qwcst to Marlene H. DonCb Secretary, Federal Communication8 Commicdion dated Much 29, 
2004 at 2. 
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Messenger-delivered documents (e.g., FedEx), 
including documents sent by overnight mail 
(this type excludes USPS Express and Priority 

TYPE OF DELIVERY I PROPER DELIWRY ADDRESS 
I Hand-delivered paper filings 1 236 Massachusetts Avenue, NE, 

Suite 110, Washington, DC 20002 
(Weekdays - 8:OO a.m. to 7:OO p.m.) 
9300 East Hampton Drive, 
Capitol Heights, MD 20743 
(Weekdays - 8:OO a.m. to 5:30 p.m.) 

Mail) I 
USPS First-class, Express, and Pnority Mail I 445 12" Street, sw 

I Washington, DC 20554 I 
V. ORDERING CLAUSES 

33. Accordingly, IT IS ORDERED that, pursuant to sections 4(i), 40), 201(b), 204(a), and 
403 of the Communications Act of 1934, as amended, 47 U.S.C. $5 154(i), 1540), 201@), 204(a), and 
403, the 1993 and 1994 annual access tariffs of price cap local exchange camers failing to make the add- 
back adjustment ARE UNLAWFUL. 

34. IT IS FURTHER ORDERED that the price cap LECs that failed to apply an add-back 
adjustment in their 1993 and 1994 access tariff filings SHALL RECALCULATE their 1992 and 1993 
earnings mahng such an adjustment in compliance with this order, DETERMINE any applicable sharing 
or lower formula adjustment to their PCIs for the subsequent tariff year, COMPUTE the amount of any 
resulting access rate decrease, and SUBMIT PLANS for implementing any resulting refunds with interest 
to their access customers, no later than August 30,2004. 

Marlene H. Dortch 
Secretary 
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APPENDIX 

Year1 Year2 Year3  

Revenues 2,425 2,425 2,425 

Expenses 1,000 1,000 1,000 

Rate Base 10,000 10,000 10,000 

Add-Back Example 

Year4 

2,425 

1,000 

10,000 

The following example' illustrates the effects of an add-back adjustment under the price cap rules and 
shows that the adjustment is a necessary component of the sharing mechanism. The example examines 
the effects of different regulatory requirements on a company that in the base year has revenues of $2425, 
expenses of $1000, and a rate base of $10,000. Therefore, the company's base year return (Le., revenues 
minus expenses) is $1425 ($2425 minus $1000). The company's rate ofreturn (ROR) (Le., return divided 
by rate base) is 14.25 percent ($1425 divided by $10,000). 

Assume first that a company under rate-of-retum regulation is required to refund earnings above a 13.25 
percent rate of return, measured on a calendar year basis and that the company earns 14.25 percent in year 
1 .  Assume further that the company makes its refunds through a refund check that is issued on the last 
day of year 1 rather than by reducing its rates in the coming year. The following chart shows the effects 
of the refund requirement on the company in years 1 through 4, assuming constant revenues, expenses 
and rate base. 

Refund 

ROR (net ofregulation) 

100 100 100 100 

13.25 13.25 13.25 13.25 

I I I I I 14.25 1 14.25 1 14.25 1 14.25 ROR 

As this example shows, because the company refunds the money owed at the end of the year in which the 
liability is incutred, no adjustment to its revenues is necesmy in the following year. 

Assume now that the same company is instead subject to a sharing obligation with an add-back 
requirement. Assume further that the company is required to share 50 percent of its earnings above a 
12.25 percent rate of return. The following chart shows the effect of the add-back requirement on the 
company in years 1 through 4, again assuming constant revenues, expenses and rate base. 

' This example is taken from the Add Bock Order, 10 FCC Rcd at 5659-5661, paras. 18-28. 
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Revenues 

Expenses 

Rate Base 

Year1 Year2 Year3 Year4 

2,425 2,325 2,325 2,325 

1,000 1,000 1,000 1,000 

10,000 10,000 10,000 10,000 

Add-Back 
I I I I 

ROR with Add-Back 1 14.25 I 14.25 1 14.25 I 14.25 

0 100 100 100 

Shanng (to be deducted in the next year) 

ROR (net of regulation) 

By includmg an add-back adjustment to its earnmgs m Year 2 and there&, the company has the same 
rate of r e m  and r e m s  the same amount of money to ratepayers as the rate-of-rem regulated company 
that makes its refund by a check. The add-back adjustment measures the company’s performance m ycar 
2 and each subsequent year after elinunatmg the effect of its performance m the pnor year from the 
calculabon of the current year’s earnings. 

Contrast the foregoing results wth those that occur I f  the same company IS subject to a s h g  obligahon, 
but wthout an add-back requuemcnt. 

No Add-Bsck Adjustment 

100 100 100 100 

13.25 13.25 13.25 13.25 

Year1 Year2 Year3 

Revenues 2,425 2,325 2,315 

Expenses 1,Ooo 1,000 1,Ooo 

Year4 

2,350 

1,000 

Rate Base 10,ooo 10,000 10,Ooo 10,000 

Under this scenario, the company shares fewer revenues than it would under the rate-of-rerum or add- 
back scenarios and earns a different rate of return each year, even though its financial performance and 
underlying costs did not change. 

The foregoing examples show that adding hack an amount equal to the sharing adjustment mures  that 
the earnings thresholds applied to determine price cap LECs’ sharing obligstions achieve the intended 
benefits of the sharing mechanism. In the example presented above, the add-back requirement ensures 
that a price cap carrier incurs the same sharing obligation (S 100) in year 2 as a carria that paid a refund 
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Year 1 Year2 Year3 

on the last day of the year in which the obligation was incurred. Without an add-back requirement, the 
price cap carrier would share a lower amount ($50) of its earnings from year 2, because the camer would 
reduce its earnings in year 2 by the amount of the sharing obligation incurred in the prior year. That 
result would permit LECs to avoid or reduce their sharing obligations in year 2 if their unadjusted rate of 
retum exceeded the sharing benchmarks established by the price cap rules. 

A sharing adjustment under price caps operated very much like a refund under rate-of-retum regulation in 
that the obligation arose because of the previous year’s high earnings. Further, both the sharing 
adjustment and the refund occurred in the year after that in which the high eamings were realized? In 
both cases, ignoring the effects of a sharing adjustment would make a LEC’s eamings, and therefore its 
productivity, appear to be lower than it actually was during the year in which the sharing amount was 
flowed through to ratepayers. 

A comparison of three scenarios involving a low-end adjustment similarly shows that an add-back 
adjustment is necessary to achieve the intended benefits of the low-end adjustment. These scenarios 
assume a company that has revenues of $1925, expenses of $1000 and a rate base of $10,000. 

Assume first that the company receives its low-end adjustment through a check issued to it on the last day 
of the year in which the low earnings occur. 

Year4 

Revenues 1,925 1,925 1,925 1,925 

Expenses 1,000 1,000 1,000 

Rate Base 10,000 10,000 10,000 10,000 

Low-End Adj. 

1,000 

RORwith Adj. 10.25 10.25 10.25 

Now assume that the same company is instead subject to a low-end adjustment mechanism with an add- 
back requirement. 

1025 

The rate-of-return regulation example here assumes that the sharing occurs at the end of the year in which the 
excess earnings occurred. In actual practice, rate-of-rem regulation requires that excess earnings be returned 
though sharing in the subsequent year and that add-back be applied to produce a result equivalent to Writing a 
refund check at the end of the year in which the excess earnings occurred. 
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Revenues 

Add-Back Adjustment 

1,925 2,025 2,025 2,025 

Expenses 1,ooo 1,OoO 1,000 1,000 

Rate Base 

ROR (before add-back) 

10,Ooo 10,000 10,000 10,000 

9.25 10.25 10.25 10.25 

Add-Back 0 -100 -100 

As in the sharing example, the company that makes an add-back adjustment to its revenues in the second 
year to account for the low-end adjustment incurred in the first year has the same rate of return and 
receives the same amount of money as the company undex rateof-rctum regulation that receives its low- 
end adjustment through a check issued at the end of year 1. 

Contrast those results wth the effect of a low-end adjustment mechanism without an add-back adjustment 

-100 

Low-End Adj. 

RORwith Add-Back 

1 
10.25 

100 100 100 loo 

9.25 9.25 9.25 9.25 

Under this approach, the company receives less revenues for the low-end adjustment than it would unda 
the two other approaches illustrated above and would report a different rate of rchrm each year, even 
though its financial performance and undmlying cost did not change. 

Year1 Year2 

Revenues 1,925 2,025 

Expen= 1,000 1,Ooo 

Rate Base 10,Ooo 10,Ooo 

Low-End Adj. (to be regained in next year) 100 0 

9.25 10.25 ROR 

Year3 

1,925 

1,000 

10" 

100 

9.25 
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Without an add-back adjustment, LECs that make low-end adjustments because of prior years’ low 
earnings would be entitled to smaller adjustments if their current year’s earnings fell below the low end of 
the range. As OUT example shows, ignoring the amount ($100) paid to the carrier as a low-end adjustment 
for the prior year would inflate the carrier’s earnings in year 2. Over time, effective earnings could fall 
below the benchmark levels that the Commission established as an integral part of its initial price cap 
regulatory regime. For example, the LECs’ unadjusted 1993 rates of return used to compute 1994 sharing 
and lower-end adjustments would on average be 0.2 percent higher at the upper end, and 0.5 percent 
lower at the low end than if adjusted. The add-back adjustment, however, corrects these deviations and 
ensures that the LECs’ earnings fall within the range the Commission selected in the LEC Price Cap 
Order. 
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